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Students’ Department
Edited by Seymour Walton, C.P.A.
(Assisted by H. A. Finney, C.P.A.)

Institute Examination, November, 1918
In regard to the following attempt to present the correct solutions to the
questions asked in the examination held by the American Institute of Ac
countants in November, 1918, the reader is cautioned against accepting the
solutions as official. They have not been seen by the examiners—still less
endorsed by them.
Auditing
Question 1:
How would you proceed to audit the books and accounts of the treasurer
of a local Red Cross chapter? What evidence would you require as to
the propriety of disbursements, and how would you ascertain that all
receipts were duly recorded?
Answer:
In the only local chapter with which I am at all acquainted there is no
auditor or comptroller. There is a director or supervisor for each bureau
or section of the work, a business manager and a chairman of the finance
committee. In auditing the disbursements I should require the production
of requisitions by the directors or supervisors of the various sections,
approved by the business manager or his assistant. Proof of the receipt
of goods purchased should be furnished by the records of the various
receiving departments.
The proof that all receipts had been duly recorded would depend
largely upon what kind of internal check was employed. If money for
subscriptions, memberships, etc., was received by one person and the receipt
given by another, it would be necessary only to test enough of the work
to satisfy oneself that everything was regular. If the same person both
took in the money and issued the receipt there would be no way to vouch
for the accuracy of the records. Stubs of receipt books or carbon copies
of receipts are no proof at all. It is manifest that a stub need not cor
respond with a receipt that is given up and is not available for com
parison. A carbon may not be a true copy of the original. It is easy to
insert above the carbon a sheet of paper thick enough to prevent any
record by the carbon when the receipt is written for one amount, and then
to write on ordinary paper a receipt for a smaller sum which will be
copied by the carbon. In an office this would be hazardous as there is
great danger of its being observed by others of the office force, but it
could be done by outside solicitors.
In a very small chapter one person is likely to be in charge of every
department. No actual audit is possible in such a case, and reliance must
be placed on the character of the person in charge, who is always a lady
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of standing in the community. The citizens of a small city usually know
fairly well what a person in a prominent position is doing, and virtually
constitute an auditing committee in themselves.
The question does not ask for proofs of payments.

Question 2:
Draw up an outline of a report on your audit of the accounts of a
corporation that has recently erected a large apartment house. Assume
your instructions covered the period of erection and at least one year of
operation.
Answer:
The question does not imply that the corporation was organized to
build and operate one building alone. Therefore no report is made as to
the organization of the corporation.
I should report that I had examined the contracts and vouchers for
the erection of the building and had found that they furnished satisfac
tory proof that the labor and material cost amounted to so many dollars,
detailed in annexed exhibit as the cost of excavating, foundations, brick,
stone, etc., etc., subdivided to a greater or less degree, as desired. The
plants for heating and for hot water and the distribution systems for these
and for cold water should be scheduled separately, as should also be an
electric system, if the building furnished its own electric light. The cost
would also include the architect’s fee, city permits, fire insurance during
construction, employers’ liability insurance and every other expense neces
sitated by the work of construction.
Finally there would come the cost of financing. If bonds had been
sold to cover part of the cost, I would report that I had verified the price
at which they had been sold by evidence furnished by the brokers. If sold
at a discount, I would state the effective rate of interest for future guid
ance in writing off the discount
In deference to the general opinion, I would add to this cost of the
building any interest paid to contractors or paid on notes payable to raise
money temporarily, and also the interest on the bonds at the effective rate
until the building was ready to receive tenants.
Covering the year of operation, I would report that I had examined
the leases on file and had compared their terms with the rent register,
and that I had thus been able to verify the rent which ought to have been
received, balancing this against the rents which the cashbook showed had
been paid and the unpaid rents due by delinquent tenants, detailed by names
and amounts.
I would report that I had found proper vouchers for all disbursements
and had satisfied myself that all accounts payable were on the books. The
procedure would not differ from that of any other audit.
I would prepare and submit a profit and loss statement, exhibiting the
total rents earned, less a reserve against bad debts, then a detailed list of
expenses, such as salary of superintendent, janitors' salaries, janitors' sup
plies, fuel, salaries of engineers and firemen, insurance, repairs, deprecia
tion of the building and of the heating and other equipment, and any

69

The Journal of Accountancy
other expenses large enough to classify except as “miscellaneous.” De
ducting the total of these expenses from the rents, I would show the
difference as “operating profit” I would then list the financial expenses
of interest on notes payable, if any, of interest on bonds and of pro-rated
discount on bonds. Deducting these from the operating profit, I would
show the “net profit (or loss)” for the year. A proper balance-sheet
would complete the report.
If any rents were paid in advance at the end of the year, I would, of
course, treat them as deferred credits, and not as earnings.
Question 3:
A corporation has issued $1,000,000 of 6 per cent 20 year bonds at 90
and for 8 years has written off 5 per cent of the discount each year. Last
year an opportunity occurred to buy in $200,000 at 85, which was done and
the bonds were canceled. The directors propose to take up into their
year’s revenue $30,000, the discount saved upon extinction of this liability.
Do you approve? If not, what course would you advise, or, if they insist
how would you act?
Answer:
Since, in an examination I do not have access to a bond value table,
and have not time to calculate the effective rate of interest myself, I am
forced to use the crude method, already adopted, of writing off 5 per cent
of the discount annually.
Of the original discount of $100,000 there has already been written off
5 per cent or $5,000 annually for 8 years, or $40,000. This leaves the
carrying value of the bond liability $940,000—$1,000,000 less balance of
discount $60,000. The bonds are being carried at 94.
Therefore the $200,000 of bonds bought stood on the books as a net
liability at 94, or $188,000. When 85 or $170,000 was paid for them there
was a saving in discount of $18,000—not of $30,000.
The debit to bonds $200,000 would be represented by
Cash
$170,000
Remaining discount 6%of200,000
12,000
Discount chargedoff 4% of 200,000
8,000
Saving or profit
10,000$200,000
Besides the credit to cash, there should be a credit to discount on
bonds of $12,000. The $8,000 represents discount already charged off and
now recovered and is therefore a legitimate credit to surplus. As the
$10,000 is also a saving of discount, it might be called an extraneous
profit to be credited to surplus, but a more conservative procedure would
be to credit it to discount on bonds, reducing the balance of that account
to $38,000, and consequently reducing the annual write-off of bond dis
count from $4,000 to $3,166.67. This will realize the profit of $10,000 in
12 annual instalments of $833.33 each, instead of in one lump sum now.
If the directors, after having the matter explained to them, insisted on
crediting surplus with $18,000, I should yield to their wishes. If they
insisted on the credit of $30,000 I should protest and refuse to sign an
audit certificate.
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Question 4:
“Inventory of merchandise should be carried at cost or market, which
ever is lower.” Do you assent to this proposition? Can you suggest cir
cumstances in which you would approve a departure therefrom? Would
you be influenced by events or conditions subsequent to the date of closing
the accounts? Give reasons.
Answer.
As a general rule the proposition is sound. The object of a balancesheet is the exhibition of the true condition of a business. An inventory
appearing in it is supposed to represent actual value at a given date. If cost
is used when that is higher than the current market value a wrong impres
sion is given of the stock-in-trade. This may be used as an argument for
valuing at market when that is higher than cost, but this argument is met
by the stronger argument that a profit must not be anticipated. The same
object can be attained as far as financial standing is concerned by using the
cost valuation and showing the market value as a note.
It is contended by some that if a profit is not made until the goods
are sold, and therefore that no profit is realized in the increase in market
value, it will equally follow that no loss can be incurred except through a
sale. The only answer to this is that it is more conservative and is also
wiser to anticipate a loss than a profit.
One condition that would require the use of the market value for
materials on hand, whether that value were lower or higher than cost,
would be the preparation of a balance-sheet to be used as the basis of
the sale of the business. The purchaser should pay whatever the goods
would cost him in the open market.
If a fall in the price of raw materials does not carry with it a corre
sponding drop in the selling price of the product, there does not seem to
be any imperative necessity for using the market price. The rate of profit
is apt to be more steady if cost is used.
If the statement was being made some time after its date and in the
meantime the market, which had been lower than cost at that date, had
risen to or above cost, I should feel justified in using cost price, on the
ground that the drop had been merely a temporary fluctuation.

Question 5:
Assume you are to audit periodically the accounts of the trustees of a
decedent’s estate, holding a large number of investments and frequently
adding thereto. Outline a plan for your own guidance to detect the failure
to collect or record the income from such investments. What would be
your attitude regarding accrued interest or dividends in closing the ac
counts periodically?
Answer:
If my audit begins with the appointment of the trustees, my first duty
would be to ascertain what securities had been turned over to them by the
executors. Then I would verify all the subsequent purchases as to price
and time of purchase. This would enable me to make a schedule of all
securities held.
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This schedule should show the rate of interest and date of its pay
ment on all bonds and mortgages and other notes and of dividends on
preferred stocks. If the cashbook did not show receipts corresponding
to these records, it would be my duty to ascertain the reason.
If any of the investments consisted of common stock, the dividends
that had been paid could be ascertained by consulting financial journals
with respect to many stocks whether listed or not. Correspondence with
officers of companies whose dividends were not so recorded would estab
lish the rate and date of any dividends they may have paid. Absence of a
record of the receipt of these dividends on the cashbook would require
explanation that it might be difficult to make.
As the trustees of an estate are not conducting a business for profit,
I should pay no attention to accrued interest in closing the books. The
only duty of the trustees in regard to the income is to collect it all and
to account for what they collect. The only time accrued interest would
affect their accounts would be when they bought interest bearing securities
on which interest had accrued or if any securities were sold or were given
to any heirs in place of a cash distribution. In this country dividends,
even if preferred, are generally considered as not accruing from day to
day, but as belonging to the period in which they are declared; therefore
no accrued dividends would be noticed, unless already declared.
Question 6:
Give some general principles which will guide you in determining
whether too much or too little provision has been made for depreciation
of buildings, machinery, tools, goodwill, patents, franchises. Would a
flat rate cover all these assets satisfactorily?

Answer:
Montgomery says that depreciation is a local issue, by which he means
that the rate is governed by local conditions. The auditor should study
these conditions, seeking the advice of those who are thoroughly ac
quainted with the situation. For instance, the character of the water
used may affect the life of a boiler. The fixing of the rate then becomes
a matter of judgment, based on the greater or less experience of the
auditor, as to the probable life of the asset.
In the case of buildings or machinery the amount of repairs would
affect the rate, since an asset that is kept in first-class order will not
depreciate as fast as one that is allowed to run down. Actual replacement
of parts should be charged to depreciation reserve. If charged to repairs,
the rate of depreciation should be smaller. If machinery is fitted only to
produce a certain output which is not likely to be required after a com
paratively short period or if it is liable to be superseded by improved
machines, the rate of depreciation should be largely increased. This
applies also to patents.
If by tools is meant only those that are perishable, no rate of deprecia
tion can be applied to them, because the variation in them is too great.
They should be treated in either of two ways: (1) an inventory should be
taken at the end of a fiscal period and the difference between it and the
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tools account should be charged to tool expense; or (2) the normal
quantity of tools required should be determined and the supply always
kept up to that standard, all purchases of tools being charged to tool
expense.
Goodwill, since it represents earning power in excess of the normal,
does not depreciate in a prosperous concern, and therefore does not have
to be written off. On the other hand, if the concern is not prosperous,
there will be nothing against which to write it off, unless the capital is
reduced.
Patents do not depreciate—they waste by lapse of time. As their life
is known, the annual rate of reduction in value is also known. This is
modified, as already stated, by the danger of supersession, which in a sense
is depreciation.
Franchises, when limited in time, are much like patents. When un
limited there is no occasion for writing them off, unless there is some
reason peculiar to the case why they are liable to lose their value.
Applying to assets of such varying natures a flat rate of depreciation
covering all alike would be impossible. Each class must be treated sep
arately on its own merits.

Question 7:
On pointing out the insufficiency of the provision for depreciation on
machinery, which the directors admit, you are met with the argument,
Supported by evidence, that the real estate values have appreciated to an
even greater extent than the entire depreciation of other assets. As this
latter is not taken up on the books you are asked to allow the one to offset
the other. Give reasons for your agreement or disagreement.
Answer:
The answer must be one that would convince the directors, who are not
accountants.
First, I would object to keeping accounts by unexpressed offsets,
especially when the items are dissimilar. Depreciation of machinery is a
manufacturing expense; increase in value of real estate, if allowed, is an
extraneous or accidental profit. Therefore, if the contention of the
directors is to prevail, an entry must be made charging real estate and
crediting reserve for depreciation.
Next, I would call attention to the fact that the writing up of the real
estate would put on the books a profit that had not been and might never
be realized, since real estate has an unfortunate uncertainty as to value,
which might cause a drop even greater than the recent rise. I would try
to show them that a profit could arise only from a sale, and that the opinion
of a real estate broker, even backed by an offer to buy, was not a sound
basis for a profit, unless his offer was accepted and the profit was actually
realized in money.
Finally, I would state that it made no difference which manufacturing
expense was offset against the rise in value of the real estate—therefore
that it would serve their purpose fully as well to allow the depreciation
to be charged as it should be, and then to charge the indirect labor of one
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of the departments to real estate, because it happened to be the right
amount. The “reductio ad absurdum” is often a potent argument to those
who do not understand accounting principles.

Question 8:
A financial institution has a large amount of capital invested in mort
gages which are constantly changing. Suggest a plan for confirming by
averages, and without a complete detailed examination of every account,
the amount of income on this investment taken into profit and loss account
for a year under examination.
Answer:
Each day of the year one day’s interest accrues on the mortgages on
hand, therefore the total interest earned in the year will be one day’s
interest on the sum of the daily balances of the mortgages account for the
year, or one year’s interest on the average of the daily balances, found
by dividing the sum of the daily balances by 365.
If the institution is a bank, it should have a daily trial balance from
which the daily balances of mortgages on hand may be obtained. If not,
they must be built up from the ledger account and checked with the trial
balance from time to time. For a Sunday or a legal holiday the balance
of the preceding day must be repeated, since interest accrues every day,
whether a dies non or not.
In listing and adding the balances sufficient accuracy will be attained
for auditing purposes by taking the nearest hundred dollars of each bal
ance. That is, $263,428.19 would be called $263.4, while $263,469.38 would
be $263.5.
This is all based on the assumption that all the mortgages bear the
same rate of interest. If the interest varies, no average is possible unless
the auditor classifies the paper by opening a memorandum ledger account
on his own sheets with each class of mortgages.

Question 9:
State how you would satisfy yourself that all outstanding liabilities of
a business are properly taken up in the balance-sheet. Point out what you
would like to find by way of system that would simplify this task. How
would you indicate on the balance-sheet as of December 31st:
(a) Preferred dividend (cumulative) due the previous November 1,
not declared;
(b) Ordinary dividend for the year, declared the following Jan
uary 22nd;
(c) Ordinary dividend declared December 30th, payable Feb
ruary 1st?
Answer:
The verification of outstanding liabilities is one of the most difficult
tasks of an auditor, because manipulation of the accounts would consist of
the omission of entries crediting accounts payable for goods received
whether the goods were included in the inventory or not.
If the omitted liability is one item of a number bought from the same
concern during the month, the statement of that concern would disclose
the omission. If only one bill had been bought from a concern during
the last month, its suppression would not be thus discovered.
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Nearly every concern has some system of recording the receipt of goods.
The auditor should check all important items for the last fortnight or so
of the period to see that they have been entered in the purchase journal
or voucher register. If there are any indications in the inventory as to
when goods were bought, purchases of recent date should be traced, as
they may have been put into the inventory and both receiving and financial
records held up until after the close of the period.
If the audit is being made some time after December 31, the entries
in the purchase journal or voucher register since that date should be
examined to see whether or not they include items that should have
appeared prior to the closing of the books. The auditor should remember
that it is not admissible to omit liabilities because the goods are not
included in the inventory. While profits are not affected, the financial
standing is, because in this way quick liabilities are offset against slow
inventory assets.
I should like to find a complete system by virtue of which no goods
of any kind could be received without going through a receiving depart
ment where competent records were kept. The ability to check these
records against an equally competent and independent stores record and
these against the proper purchase and accounts payable entries would
greatly simplify the task of the auditor.
Accrued liabilities for taxes, wages, etc., would be easily ascertainable
from the records.
To detect notes payable outstanding and not recorded, the auditor
should inquire closely into the source of any large receipts of cash as
shown by unexplained items on the cashbook. The amounts may be
credited to the personal accounts of some of the officers. If they were
allowed to remain there intact, they would appear as liabilities, it is true,
but not of the same character as notes payable in the hands of outsiders.
If such notes were renewed, interest would have to be paid. Therefore
the auditor should always verify payments of interest as being due on
recorded notes. If there is no recorded note to which the interest is
applicable, the auditor would be guilty of gross carelessness if he did not
discover the existence of the unrecorded note.
However, there are circumstances in which an auditor is not to blame
for not discovering an unrecorded note. If the money is borrowed from
persons other than the usual sources of loans, is used directly in pay
ment for goods without going through the cashbook and the goods can be
received without being recorded in a receiving department, either through
lack of system or in any other way, there would be no record which would
give the auditor any clue. If the interest on a renewal is paid by the
personal cheque of an officer whose account is covered by a credit for some
special expense, such as travelling, the auditor could not possibly detect
the existence of the note.
(a) Cumulative preferred dividends are not a liability until they are
formally declared; therefore they cannot be put on the books.
In preparing a balance-sheet, however, a notation should be
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made after the title surplus, “subject to past due preferred divi
dend of $.......... ” This is done in order that all parties in
interest may have due notice of the true condition of affairs.
(b) No notice should be taken of a common dividend that is not
declared until after the date of the balance-sheet.
(c) Any dividend declared prior to the date of a balance-sheet, al
though not payable until after it, should be credited to dividends
payable and charged to surplus, when declared. It would ap
pear on the balance-sheet as an active liability, classed with
ordinary accounts payable, but separately stated.

Question 10:
Your verification of the securities of a corporation has to be made at
a date about two months subsequent to the date of the balance-sheet you
are asked to certify. Can you suggest steps which will enable you to do
this without risk of overlooking serious overstatement?

Answer:
The proper procedure would be to trace all transactions in securities
for the two months since the date of the balance-sheet Starting with a
list of the securities purporting to be on hand at the balance-sheet date,
any sales that have been made should be verified by brokers’ statements,
and purchases should be verified by similar statements for prices and by
finding the securities on hand. In this way ar complete schedule could be
prepared of the securities that should be on hand at present. The securi
ties actually on hand should be compared with the schedule. All securities
should be examined at one time to prevent manipulation. Certificates out
for transfer should be verified by correspondence.
Question 11:
In auditing the books of a club with a restaurant, bar and cigar stand
you are not satisfied that supplies are properly accounted for, although an
inventory is supposed to be taken every month. How would you set
about verifying your suspicions regarding the more expensive commodities
(wine, liquors and cigars) ?
Answer:
I should adopt a plan which should be used by all clubs to detect such
shortages. Either quantities or retail prices may be used, the latter be
ing more convenient.
Using cigars as an example, the inventory at the beginning of the
month is classified by retail prices and extended at those values. To this
is added the retail price of all cigars purchased during the month. From
this total is deducted the amount which the records show were sold during
the month, which, of course, would be at retail prices. The remainder
should be the value at retail of the cigars on hand at the end of the
month, which should be compared with the inventory extended at retail
prices.
This will be an approximate verification, owing to the varying prices
at which many cigars are sold, as in the case of those that retail at 10
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cents each or 3 for 25 cents. An analysis of a few days’ sales could be
made to establish the average custom in that respect, which would make
the approximation closer.
Of course, the use of retail prices would be confined to the verification
of quantities sold. For financial statements the inventory should be at
cost.
Wines and beer that are sold only by the bottle are very easily checked
as to quantity, but liquors sold by the portion are less easy to check,
because they are subject not only to a difference in price according to the
number served at each order, but also to a difference in the size of the
portions when each consumer pours out his own portion. The latter
difficulty is obviated when each portion is served in a small bottle, so that
the exact number of portions in the original container is known.

Question 12:
Indicate what would guide you in examining and criticizing accounts
receivable carried on the branch office books of a business. What would
you require before
(a) accepting the debts as good, or
(b) writing off those you were told were bad?
Answer:
The question does not state whether or not I am examining the books
at the branch itself. If I were, or if the home office were in possession
of carbon copies of all the branch accounts,
(a) I would consider as good all accounts that were not past due or
that were only slightly past due, if satisfactory reasons
were given for the delay;
(b) I would recommend writing off those that were long past due,
the customs of the business in regard to length of credit
being taken into consideration.
If I did not have access to the branch books or to authentic copies of
them, I should be obliged to rely on a classified trial balance of the
accounts receivable arranged in columns for those that are current, a
short time past due and long past due, certified to by both the bookkeeper
and the branch manager. If monthly trial balances had been sent in by
the branch, the accounts long past due would probably be revealed by
their balances not having changed for a number of successive months.
If any cause existed for believing that, by reason of insufficient control
or internal check, the branch management had concealed peculations of
collections from accounts receivable, I should require authorization of all
non-cash credits to customers’ accounts, and should then circularize all
debtors.
Increase in Stumpage Value

Editor, Students’ Department:
Sir: It is generally conceded that fixed assets should be carried at
the original cost value.
In the case of timber lands bought many years ago, this appears to
have aroused a storm of contention when the government proceeded to
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fix prices in the various lumber industries. The prices naturally were to be
fixed on the basis of present costs and the lumber men have contended
that the present market value of the timber stumpage should be used.
A prominent man argued strongly before the federal trade commission
recently on this matter and was opposed by one of their experts. The
lumber man gave a number of different reasons for his stand, the most
important ones being as follows:
The amount that should be charged into the manufacture of lumber
for timber as exhausted—in other words, the stumpage charge—should be
the reasonable market or replacement value thereof at the time when said
timber is manufactured into lumber because:
1st. The manufacturer is entitled to the reasonable market value in
liquidating his investment, to the same extent that the timber owner is
entitled to said reasonable market value in the sale thereof to a prospec
tive manufacturer.
2nd. The manufacturer originally invested not only to earn a profit
in manufacturing, but also to earn the increment in the propertv in which
he invested. This was the chief reason for investing, along with the
assuring of a stable timber supply.
3rd. The stumpage should be absorbed in the operation of the manu
facturer who owned his stumpage, in the same manner as if he was con
ducting two distinct operations with two different sets of stockholders,
and the reasonable market value of his stumpage should be included in his
cost rather than his original purchase price, plus his carrying charges.
Will you please give me your opinion on this matter, as the industry
with which I am associated is confronted with the same problem.
Yours very truly,
G. W. W.
Your first sentence speaks of fixed assets, but your problem does not
deal with fixed assets.
The proper definition of a fixed asset is one that is a permanent invest
ment, necessary to the business and not intended for sale. Stumpage will
not come under this classification. It is in a class by itself, a floating
asset, but not a quick asset. It is midway between a fixed and a quick
asset, as the latter is usually understood. It therefore is not subject to
the rules that govern strictly fixed assets.
The treatment of very slow floating assets has not been very much
discussed in the text books. Besides stumpage there are others, such as
hubs, felloes, etc., in a wagon factory, which are kept seven or eight years
to season; whiskey in storage to be aged, etc. In these cases the asset
grows more valuable intrinsically each year. This increase in value is not
an unearned increment, because in each case it has cost the owner interest
on the money invested, and in some cases storage and insurance. I can
not see that there is any difference in kind between this increase and the
increase in value of a baby pig to a fat hog. If the farmer is entitled to
raise the value of his hog, I think the lumberman should be allowed to
increase the value of his stumpage.
Of course, this is only my personal opinion and must be taken as such.
If the federal trade commission does not agree, its decision must govern.

Book Entries as Affecting Contracts.
Editor, Students’ Department:
Sir: I have recently run across a problem on which I would like a
little information. I have three solutions, one each from the two parties
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most concerned and my own, and no two of them agree. The case is as
follows:
A employs B for a period of ten years to build a plant, A to furnish all
capital necessary, B to construct the plant and after construction operate
it under the direction of A. B is to receive a stated monthly salary, pay
able in cash, plus a share equal to 5% of the net profits of the business
from and after the commencement thereof, which share shall be credited
to the account of B upon the books of the company, and shall remain in
the business and be credited and accumulated during the remainder of
the employment period until the share of accumulated profits shall amount
to l/20th of the then total valuation of the property, the plant and busi
ness, including working capital, and all subsequent additions thereto to
the time of said computation, when the accumulation shall cease and B
shall be entitled to and own free and clear an undivided l/20th share or
interest in the property, plant and business, including working capital,
which share or interest shall be thereafter credited with its proportionate
share of the earnings of the business as a fully paid interest therein. . . .
At the expiration of the employment period A or his legal represent
atives, “will purchase the share of B at its then book value for cash, said
book value to be figured upon the original cost of said property, plant and
business with all additions thereto, including undivided profits thereon with
out deduction for depreciation thereof.”
It is over this last clause that the trouble has arisen. The plant has
been operated for several years without allowing for any depreciation, but
now in order to take advantage of that part of the income tax which
permits depreciation to be deducted in arriving at net profit, A insists upon
depreciation being figured. B contends that he will lose by this operation.
It will, of course, have the effect of reducing his share of the profits, so
that at the end of the employment period his account will be smaller by
l/20th of the amount of the reserve set up for depreciation. The ques
tion is, will he jeopardize his right under the contract to enforce a settle
ment on the basis of the contract by allowing depreciation to be taken
into the accounts at this time?
Another question: we have been reserving from current profits and
charging our monthly operations with a certain per cent of the payroll,
the reserve to take care of claims of employees under the workmen’s com
pensation law. Suppose, at the end of the employment period there is
quite a snug balance to the credit of this account, would B be entitled to
his l/20th share of this account as an undivided profit?
Yours very truly,
Hillsboro, Illinois.
A. R. T.

The first question is too much like a legal question for a mere account
ant to pass positive judgment upon it. However, I hazard the opinion that
B will not jeopardize his interests by allowing the setting up of a reserve
for depreciation. The contract virtually says that the book value is to be
figured on the original cost without deduction for depreciation. If this
means anything, it means that in estimating the book value of the business
the reserve for depreciation shall be ignored. It must be added back to
the surplus profits as if it had never been charged off against them. This
does not have to be done on the books—it is merely part of the calcula
tion of the price to be paid by A. It is plain that B gains an unfair
advantage, but that is what the contract calls for and he is entitled to it.
No routine entries on the books can be considered an alteration of the
contract.
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A general reserve, such as a reserve for contingencies, or, as in this
case, a reserve for workmen’s compensation, is always considered a sub
division of the surplus. The surplus itself is a reserve for contingencies
and any reserve that is intended to cover an event that is not certain to
happen is a mere sub-class of the surplus. It differs radically from a
reserve for depreciation, which is not part of the surplus, because it repre
sents an expense which has already occurred or is absolutely certain to
occur. B is therefore entitled to his share of the business without any
deduction on account of the reserve in question, provided all claims
against the reserve have been settled to date.

William P. Field & Co. announce the removal of their offices to rooms
315-316 Edificio Horter, Obispo 7, Habana, Cuba.

Haskins & Sells announce that Edmund C. Gause, manager of the
Pittsburgh office of the firm, has been admitted to partnership as of De
cember, 1918.
Robert M. Holtzman announces the removal of his office to 509-510
Lincoln building, Philadelphia.
McLaren, Goode & Co. announce the opening of a branch office at
Deseret Bank building, Main Street, Salt Lake City, Utah.

Davis, Teeter & Niquette announce the opening of a branch office at
805-6 Ford building, Detroit, Michigan.
J. S. M. Goodloe announces the opening of an office at 141 Broadway,
New York.

A. G. Lingley announces that he has severed his connection with Pat
terson, Teele & Dennis and is now auditor of the National City Bank of
New York, 55 Wall Street, New York.
The Gross Accounting Company announces the removal of its office to
141 Broadway, New York.

Crockett, Couchman & Crawford announce the removal of their Kansas
City offices to 609-610 Republic building, Tenth and Walnut streets.
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